We study the effect of labor-friendly corporate practices and find that labor-friendly firms are received positively in the market and outperform comparable firms on productivity, profitability, and value creation. Human capital dependent firms are more likely to be labor-friendly and the benefits of improved performance accrue mostly to such firms. Our analysis of excess executive compensation and forced turnover suggests that top management derives no pecuniary benefits from labor-friendly practices. We therefore interpret our results as consistent with rational choice, noting that the benefits of devoting significant resources to employee welfare appear to outweigh the costs, especially when the need for firm-specific human capital is greater. 
Introduction
By virtue of their proximity to the firm as corporate insiders, employees are special stakeholders with significant opportunity to further or hinder shareholder interest.
Thus, one of the enduring issues in the corporate finance and labor economics literatures is how to align employee interest with shareholder value maximization. Traditionally, labor equity ownership is considered as one of the primary means of achieving this convergence. Proponents including Vanek (1965) , Drucker (1978) , and Aoki (1984) argue that equity ownership helps align employees' interests with those of shareholders by empowering employees and lengthening workers' time horizons. Nevertheless, the empirical evidence on employee ownership is largely inconclusive.
In this paper, we focus on labor-friendly practices as a potential means of fostering shareholder value maximization. We define labor-friendly programs as those that treat employees as special stakeholders by devoting significant resources (financial and otherwise) to enhancing their welfare and helping them balance their home and work lives. The basic argument in favor of these programs is their potential to stimulate workforce loyalty and foster lower absenteeism, reduced turnover, better productivity, and, ultimately, improved profitability and higher market valuation. Relying on social exchange theory, Eisenberger et al. (1986) and Whitener (2001) show that employees' perception of their organization's commitment to them as demonstrated by positive beneficial actions strongly influences the level of their commitment to the firm and its goals. Somers (1995) and Gellatly (1995) show that absenteeism and voluntary turnover significantly decline with employee commitment while Zwick (2004) and Fauver and Fuerst (2006) report German evidence indicating positive relation between employee involvement and firm performance.
Despite these potential benefits, labor-friendly programs are not without their possible dark sides. Agency theory suggests that management may pursue labor-friendly programs to further its self interest, for example, by using these programs as a quid pro quo, in which labor turns a blind eye to managerial excesses and supports the incumbent in takeovers and other corporate control contests in return for above-market wages and cozy benefits. Hellwig (2000) argues of a "natural alliance" between managers and workers against takeovers and proxy contests while Pagano and Volpin (2005) present a formal model in which workers team up with management to resist hostile takeovers in order to protect their high wages. Labor-friendly programs also may encourage CEOspecific employee loyalty, thereby enhancing managerial job security by making it more difficult to terminate the CEO.
We study these issues using data from two distinct sources, each with offsetting strengths and limitations. Our primary sample consists of firms chosen by Fortune magazine as the "Best 100 Companies to Work for in America" (Best Companies) between 1998 and 2004. Our second sample consists of firms in the KLD Research & Analytics' SOCRATES database. This database covers about 650 firms, consisting of all members of the S&P 500 index and those non-S&P 500 firms belonging to the Domini 400 Social index created by KLD. Each firm is rated on several screens designed to capture its relation with numerous stakeholder groups, including the community, environment, and employees. We use scores on employee related screens to create an index of labor-friendliness.
We begin with standard event study analysis of the stock price reaction to the annual announcements of the Fortune list. We find a statistically significant average announcement period return of 1.63%, suggesting that the market views investments in labor-friendly programs as beneficial. Next, we examine several dimensions of operating performance, including productivity, profitability, and firm value. Consistent with the event study results, we find that the Best Companies significantly outperform comparable firms on all measures. These results are robust to several controls for self-selection, including performance matching and econometric corrections for endogeneity.
We obtain similar results using the KLD sample. Specifically, we find a positive relation between our aggregate measure of labor-friendliness and employee productivity, total factor productivity, and firm value. Further analysis shows that the performance measures are affected differently by the individual dimensions of labor-friendliness. Firm value is significantly positively related with the strength of employee involvement and retirement benefits while employee productivity is positively associated with the strength of safety records, retirement benefits, and cash profit sharing plans. In contrast, profitability is significantly related with the existence of cash profit sharing plans (negatively) and the strength of retirement benefits (positively).
We then consider the question of whether firms rationally engage in laborfriendly activities by focusing on how the need for firm-specific human capital affects the likelihood and benefits of labor-friendliness. In a rational choice regime, we expect firms whose success depends more on the quality of human capital to be more likely to adopt labor-friendly policies both to attract and retain high quality employees and encourage them to invest in firm-specific human capital. Consistent with this, we find a positive relation between the likelihood of labor-friendliness and R&D intensity, which we employ as a proxy for human capital dependence. We also find that the performance benefits of labor-friendliness accrue largely to R&D-intensive firms.
Finally, we examine possible managerial self-interest motives for adopting laborfriendly policies by analyzing excess executive compensation and forced CEO turnover.
Using several measures of compensation, we find no significant differences in excess compensation between CEOs of labor-friendly firms and those at comparable firms.
Likewise, forced CEO turnover rates are similar for both categories of firms.
We interpret our results as consistent with rational choice and note that the benefits of devoting significant resources to employee welfare appear to outweigh the costs, and that this is more so when the need for firm-specific human capital is greater. In this sense, we also complement and extend the literature on the valuation effects of a significant consideration of non-shareholder constituencies. Fisman, Heal, and Nair (2005) analyze community stakeholders and find that socially responsible behavior is more positively related to profitability in consumer-oriented and competitive industries. Dowell, Hart, and Yeung (2000) show that firms adopting a stringent environmental standard have significantly higher valuation than firms adopting less stringent standards.
Our results suggest similar effects for the devotion of sizeable resources to employee welfare while identifying the context within which such practices appear most valuable.
The remainder of the paper is organized as follows. In the next section, we provide a brief review of related studies and position our work within the literature.
Section 3 discusses our data sources, while Section 4 presents our empirical analysis. We conclude with a brief summary in Section 5.
Background and related studies
A basic tenet of American capitalism is that corporations are supposed to be run in their shareholders' best interest, with management choosing policy variables to maximize firm value. It is also widely recognized that management's ability to achieve this goal depends on several stakeholders, including customers, employees, regulators, and the community at large. Jensen (2001) argues that a firm cannot maximize value if it ignores the interest of its stakeholders and that value maximization requires management to direct an extra dollar toward stakeholders when doing so generates present value benefits in excess of the costs.
Much prior work has considered if devoting significant corporate resources to satisfying various stakeholders affect firm performance. Griffin and Mahon (1997) provide a comprehensive review. More recently, Fisman, Heal, and Nair (2005) report differential performance effects for community-focused corporate social responsibility, depending on industry characteristics. They find that the impact of socially responsible behavior on firm value and profitability increases in the level of industry competition. Statman (2000) and Geczy Levin, and Stambaugh (2003) evaluate the performance of mutual funds that invest in socially responsible firms. They find that these funds generally perform no worse than comparable funds.
By virtue of their position, employees are perhaps the most important valuerelevant stakeholders, since they are the ones who must execute the firm's strategies for creating value. A crucial issue then is how to secure the loyalty of employees and align their interest with shareholder value maximization. Employee ownership is often suggested for this purpose. Vanek (1965 ), Drucker (1978 ), and Aoki (1984 argue that equity ownership leads to a convergence of labor and shareholder interests, empowers employees, and lengthens workers' time horizons. They propose that these effects lead to better overall corporate performance. Similarly, Garvey and Swan (1994) contend that equity ownership may motivate enhanced efficiency given costly and imperfect contracting in labor markets.
Nevertheless, the empirical evidence is largely contradictory. Bloom (1986), U.S.
General Accounting Office (1987), Rosen (1990) , Gordon and Pound (1990), Faria, Trahan, and Rogers (1993) , and Lougee (1999) all conclude that employee ownership has no significant impact on corporate performance. More recently, Faleye, Mehrotra, and Morck (2006) show that significant labor-controlled equity blocks are associated with large deviations from value maximization. There are several potential explanations for these results. Equity ownership increases employee exposure to firm-specific risk and may therefore encourage a costly restriction on the firm's investment opportunity set when the firm avoids high risk but potentially profitable investments. There is also the obvious free-rider problem, and the possibility that ordinary employees fail to see the connection between their day-to-day job responsibilities and overall firm value.
For these reasons, we focus on labor-friendly programs as a possible tool for fostering a convergence of labor and shareholder interests. At the theoretical level, there are several reasons to expect this convergence. First, a worker-friendly environment may create a strong bond of loyalty to the firm. Social exchange theory and the norm of reciprocity (Blau, 1964; Eisenberger et al., 1986) suggest that employees interpret their organization's actions and practices as a reflection of its commitment to them, which they then reciprocate in their loyalty and commitment to the firm. Bridges and Harrison (2003) show that employee-focused perceptions (as measured by monetary and non-monetary benefits as well as services devoted to employees) are positively associated with employee commitment to the organization. Whitener (2001) shows that employee perception of organizational support is positively related to their commitment to the firm.
Gellatly (1995, p. 470) argues that committed employees would exhibit lower absenteeism rates because they are motivated "to engage, become involved, and identify with their work." He then shows an inverse relation between employee commitment and absence frequency and total days absent. Similarly, Somers (1995) reports a negative association between employee commitment and voluntary turnover. Since absenteeism and turnover are costly, lower rates can facilitate improved firm performance, thus suggesting a positive impact for employee-friendly programs.
Furthermore, a demonstrated commitment to employee welfare may help the firm to attract and retain better employees as well as encourage them to invest in firm-specific human capital. These practices also can help to create positive community goodwill toward the company, which may in turn help to improve the firm's competitiveness and its financial performance.
Despite these potential benefits, there are reasons for labor-friendly practices to be detrimental to shareholder interest. Agency theory suggests that management may use labor-friendly practices to further its own objectives at the expense of shareholders. In particular, these policies may create an entrenched, management friendly workforce that supports the incumbent in takeovers and other corporate control situations and ignores managerial excesses. Pagano and Volpin (2005) The Fortune sample has two major strengths. Its principal strength is that it consists of firms that are clearly labor-friendly, as evidenced by the plethora of benefits and programs they provide their employees. Thus, it gives us significant power to examine the effect of labor-friendliness. Second, the annual publication of Fortune's list provides an identifiable event date, which allows us to study investors' reaction to laborfriendly programs as a complement to our operating performance tests.
Yet, the sample suffers from some limitations. It consists of firms identified as labor-friendly, without a complement of labor-neutral or labor-unfriendly firms. Ideally, we would prefer a ranking of a pre-specified universe of firms on several dimensions of labor-friendliness. Second, Fortune does not provide consistent details on the specific programs in place at each firm, thus making it impossible to identify the effects of specific labor-friendly programs. The sample also suffers from the possibility that other considerations besides labor-friendliness may inform Fortune's decision to include specific firms in the list. Our second sample addresses these limitations.
KLD Research & Analytics sample
KLD Research & Analytics provides proprietary social research and indexes for institutional investors. Its SOCRATES database consists of ratings of the social records of a subset of publicly traded U.S. firms beginning in 1991. In 1998, the database covered 658 firms, including all S&P 500 firms and those non-S&P 500 firms in KLD's Domini 400 Social Index. Each firm is rated on screens labeled "strengths" and "concerns." The ratings are indicated by a "1" or "0" for each strength or concern, depending on whether the firm meets the criteria for each screen.
The database includes ratings on nine labor-related screens, five strengths and four concerns. These screens are defined by KLD as follows: Strengths 1. Family Benefits: "1" if the company has outstanding employee benefits or other programs addressing work/family concerns, e.g., childcare, elder care, or flextime.
2. Employee Involvement: "1" if the company strongly encourages worker involvement and/or ownership through stock options available to a majority of its employees, gain sharing, stock ownership, sharing of financial information, or participation in management decision-making.
3. Cash Profit Sharing: "1" if the firm has a cash profit-sharing program through which it has recently made distributions to a majority of its workforce. 3. Pension/Benefits Concern: "1" if the company has either a substantially underfunded defined benefit pension plan, or an inadequate retirement benefits program.
4. Other Concern: "1" if the company has a notable employee problem not addressed by KLD's specific rating categories.
We construct an index of labor-friendliness by summing over the indicator variables for strengths and concerns and then subtracting total concerns from total strengths for each firm. Thus, the index's theoretical maximum and minimum values are 
Empirical analysis
Our empirical tests are divided into two broad groups. First, we examine the stock price reaction to announcements of the Fortune list. In an efficient market, we expect positive announcement returns if investors believe that labor-friendly practices are beneficial to shareholders. The second group of tests focuses on operating performance.
For these tests, we select a size-and industry-match for each firm on the Fortune list.
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We require match firms not to appear on the list during any of the seven years of our study. Starting out with firms in the same four-digit SIC group, we select the one with total assets closest to each Best Company (within ±30 percent of the Best Company's assets) during the first year it appears on the list. If we cannot find an appropriate match within the four-digit SIC code, we choose a match from the three-digit or two-digit industry. We are unable to match 20 companies within the two-digit SIC group. We match them with control firms from the single-digit group. 4 Each firm is included (along with its match) from the year it first appears on the list to the end of our window of empirical analysis in 2004. We then repeat our operating performance tests using the full panel of firms in the KLD sample over the same 1998-2004 period.
Event study analysis
Since Fortune issues hit news stands two weeks prior to their publication dates, we define the event date as two weeks prior to the publication date of the issue containing We acknowledge a potential problem with the above results arising from the common event window shared by all firms for each year since all list firms in a particular year are announced on the same day. We address this by forming event portfolios
consisting of all events announced on the same date. Since there are seven different announcements (one for each year over 1998-2004), we form a total of seven event portfolios. We then rerun our event study using these portfolios. Results are similar to those in Table 1 and are therefore omitted. We also recognize that treating each observation for repeat list members as independent may bias our results by overstating the significance of the test statistics. Therefore, we rerun our analysis using only data for the year in which each firm was first named to the list. Once again, our results are not affected by this adjustment. Specifically, we obtain CARs ranging from 0.88% for the [- These results suggest that investors view labor-friendly working environments positively, essentially attributing higher benefits to labor-friendly practices than the costs of providing such programs. In the following sections, we examine the precise manner in which shareholders benefit from these programs by analyzing their impact on productivity, profitability, and firm value.
Operating performance
We focus on four measures of operating performance and firm value: employee productivity, total factor productivity, return on assets, and Tobin's q. We measure employee productivity using the natural logarithm of net sales per employee and estimate total factor productivity as in Faleye, Mehrotra, and Morck (2006) . We define return on assets as the ratio of operating income to total assets. Our measure of firm value, Tobin's q, is calculated as the market value of common equity plus the book values of preferred equity and long-term debt divided by the book value of assets. Table 2 presents results of univariate comparisons of the labor-friendly firms with the control group on each variable. Average and median employee productivity for laborfriendly firms are 5.634 and 5.604, corresponding to sales per employee of $279,800 and $271,500, respectively. In contrast, mean and median labor productivity for the control group are 5.460 and 5.402, which imply sales per employee of $235,100 and $221,800, respectively. The differences are statistically significant at the 1% level in each case.
Thus, relative to similar companies, employees at labor-friendly firms generate approximately 20% more in sales revenue. Table 2 shows similar results for total factor productivity: mean and median excess factor productivity of 23.5% and 19.0% for laborfriendly firms, compared to 9.6% and -0.3% for the control group.
These results imply that labor-friendly programs are associated with improved productivity. However, they do not necessarily imply that such programs are beneficial to shareholders since the firm may be spending more than it gets from better productivity.
Therefore, we compare profitability and firm value for the labor-friendly and control firms. As Table 2 shows, mean and median return on assets are 11.1% and 9.9% for labor-friendly firms, compared to 7.5% and 7.2% for the control group. Similarly, average and median Tobin's q for the labor-friendly firms are 2.41 and 1.73, compared to 1.58 and 1.13 for the control group. The differences are statistically significant at the 1% level.
These results suggest that a labor-friendly environment enhances employee productivity, which helps to increase operating profitability and shareholder value.
However, firm value and operating performance are affected by other factors besides labor-friendliness. For example, prior research has shown that several corporate governance variables are correlated with firm performance. These include board size (Yermack, 1996) , board composition (Rosenstein and Wyatt, 1990) , board election method (Bebchuk and Cohen, 2005; Faleye, 2006) , leadership structure (Rechner and Dalton, 1991) , and managerial ownership (Morck, Shleifer, and Vishny, 1988) . The availability or lack of investment opportunities may also affect firm performance and value. Thus, to isolate the effect of a labor-friendly environment, we control for these variables within a multiple regression framework.
We obtain corporate governance data from the Investor Responsibility Research Center (IRRC) board structure database and measure investment opportunity set using the ratio of capital expenditures to total assets as in Yermack (1996) and Faleye (2006) .
Furthermore, we control for leverage because debt may enhance or hinder a firm's performance, for example, by changing its operating environment through constraints imposed by debt covenants. Using data from Compustat, we measure leverage as the ratio of long-term debt to total assets. Our regressions also include year dummies, two-digit primary SIC code dummies to control for time-invariant industry differences, and the natural logarithm of total assets to control for differences in firm size. We obtain similar results for total factor productivity. Each regression in Panel B
Productivity
of Table 3 reveals significantly better total factor productivity in the labor-friendly firms.
Specifically, the coefficient in the Fama-MacBeth regression suggests that, relative to similar firms, actual output at labor-friendly firms is approximately 20 percentage points higher than what we would expect based on factor inputs. These results are consistent with Beatty (1995) who finds enhanced post-ESOP productivity at firms where the ESOP does not replace an existing pension plan but lower productivity where it does. This suggests that productivity increases when workers perceive an increased managerial devotion to employee welfare, which is similar to our findings.
Operating profitability
Regression results for return on assets (ROA) are displayed in Table 4 . We estimate three regressions similar to those for labor productivity. As Table 4 shows, the labor-friendliness variable is positive and statistically significant at the 1% level in each regression. Its coefficients suggest that labor-friendliness is associated with three-to fourpercentage points increase in ROA. Note that average and median ROA for the sample are 9.33% and 8.40%, respectively. Thus, after controlling for other variables that potentially affect operating profitability, labor-friendly firms achieve a 40% increase in profitability relative to comparable firms in the same industry. 
Shareholder value

Possible selection bias
A major concern with our operating performance results is the issue of the direction of causality, that is, do labor-friendly firms perform better because they engage in employee-friendly practices or do they engage in such behavior because they are superior performers with available resources? This problem is further exacerbated by the possibility that Fortune selects firms for its list not only because they are labor-friendly but also because they are good performers.
We address this issue in several ways. First, we estimate additional regressions controlling for performance over the five years immediately preceding each firm's inclusion on the Fortune list. Table 6 displays results of regressions in which we measure prior performance using five-year average ROA. As the table shows, our results are robust to this control. In particular, the labor-friendliness variable remains positive and statistically significant at the 1% level, although the coefficients are smaller in magnitude. We obtain similar results when we use five-year average pre-inclusion Tobin's q as our measure of prior performance. Our results also remain unchanged when we include lagged annual performance measures (ROA and Tobin's q) as control variables. These additional results are not presented to conserve space.
As a more extensive robustness check, we create a new group of control firms, matched to the labor-friendly firms on the basis of size, industry, and operating performance as measured by average ROA during the five years immediately preceding inclusion on the list. We require each of these control firms to have its 5-year average ROA within ±30% of the corresponding labor-friendly firm's 5-year average ROA and be in the same four-, three-, or two-digit SIC industry group. Average and median historical ROA for these control firms are 13.7% and 12.3%, respectively, compared to 13.9% and 12.3% for the labor-friendly firms. The differences are not statistically significant. We then estimate regressions similar to those in Tables 3-5 using these new control firms.
The results, which are summarized in Table 7 , show that the labor-friendliness variable remains positive and significant in all regressions.
Furthermore, we create another control group matched to the labor-friendly firms on the basis of size, industry, and historical performance as measured by 5-year average pre-selection Tobin's q. Mean and median historical q for this control group are 2.9 and 2.1, respectively, compared to 3.0 and 2.1 for the labor-friendly firms; again, the differences are not statistically significant. Yet, when we employ these control firms in our regressions, we continue to find a positive and statistically significant effect for laborfriendliness on productivity, operating profitability, and firm value.
Finally, we employ three-stage least squares to estimate a system of simultaneous equations in which labor-friendliness and our performance variables are jointly determined. We use five-year average pre-inclusion Tobin's q, research and development expenditure, CEO age, and CEO equity ownership in first stage regressions predicting labor-friendliness. We then use predicted values in (unreported) second-stage regressions relating our performance measures to labor-friendliness and other control variables. We obtain results similar to those in Tables 3-5 , that is, labor-friendliness is significantly positively related to our performance measures.
Overall, while it is impossible to completely rule out selection bias, we believe these results do not support such an interpretation. Rather, they suggest that the superior performance achieved by the labor-friendly firms is not a simple artifact of their past performance. It appears that a devotion of significant resources to employee welfare facilitates higher productivity, improved performance, and superior market valuation.
Regressions using the KLD sample
We estimate regressions relating our performance measures to scores on the index of labor-friendliness and the control variables in Tables 3-5 Table 8 .
The first column of the table contains results for employee productivity. It shows that the index of labor-friendliness is positive and statistically significant at less than the 1% level. Similarly, columns 2-4 of the table indicate that the index is positively related with total factor productivity (p-value = 0.047), profitability (p-value = 0.382), and firm value (p-value = 0.032). In all, these results corroborate those from the Fortune sample, further suggesting that shareholders benefit when firms foster an employee-friendly working environment.
Both the Fortune and KLD sample results suggest that labor-friendliness in the aggregate is associated with improved performance. A related question is whether and which individual labor-friendly activities have any discernible effect on performance. To explore this question, we rerun the regressions in Table 8 using ratings on the five strength components of the index of labor-friendliness in place of the index value.
The first column of Table 9 shows that each dimension of labor-friendliness is positively related with employee productivity. The coefficients are significant for the existence of cash profit sharing plans (p-value = 0.007), safety records (p-value = 0.029), and the strength of retirement benefits (p-value = 0.073). In contrast, the second column indicates that none of the individual variables is significantly related with total factor productivity. As reported in Table 8 , the index itself is significantly related with total factor productivity. Thus, factor productivity appears to depend on the combination of all labor-friendly programs rather than on specific programs or practices. The third column of Table 9 shows that profitability is significantly related with the existence of cash profit sharing plans (negatively) and the strength of retirement benefits (positively) while the fourth column indicates that firm value is positively related with the extent of employee involvement and the strength of retirement benefits.
These results suggest that employees respond to both the financial and nonfinancial aspects of the working environment. Similar to broad based stock option compensation as shown by Oyer and Schaefer (2005) , strong retirement benefits may facilitate employee retention and investment in firm-specific human capital, resulting in improved productivity and profitability. On the other hand, the significance of safety records and employee involvement in the productivity and firm value regressions illustrates the influence of non-financial factors in aligning labor with shareholder interests. Furthermore, the overall pattern of statistical significance of the individual index components suggests that it is not sufficient to focus on a single aspect of the employee experience; rather, it appears that a well-balanced approach is necessary to secure the benefits of being labor-friendly.
Labor-friendliness and the need for firm-specific human capital
In this section, we turn to the question of whether firms rationally engage in labor-friendly practices. As argued by Jensen (2001) , firms will devote significant resources to employee welfare if doing so enhances their ability to maximize value.
Labor-friendly programs may help to attract and retain well qualified employees and encourage them to invest in firm-specific human capital. This suggests a positive relation between labor-friendliness and the extent to which a firm depends on highly skilled employees who must invest in firm-specific human capital. It also suggests that such firms derive the most benefit from engaging in labor-friendly practices.
We measure the need for employee investment in firm-specific human capital using the ratio of research and development expenditures to total assets. The intuition is that R&D-intensive firms depend on highly skilled employees because of the technical expertise required to reap the firm-specific, potentially enormous but quite uncertain payoffs associated with R&D expenditures. We classify firms as R&D-intensive if their R&D investment is greater than the median R&D investment of 1.32% of total assets.
Consistent with rational choice, we find that R&D-intensive firms are significantly more likely to appear on the Fortune list. Specifically, 56% of the Best
Companies are R&D-intensive, compared to only 41% of control firms. Similarly, 59%
of R&D-intensive firms in the combined Fortune sample are labor-friendly, compared to 44% of non R&D-intensive firms. These differences are statistically significant at the 1% level. 5 We also estimate regressions predicting labor-friendliness as a function of R&D intensity and other firm-specific characteristics including firm size, profitability, availability of investment opportunities, and leverage. As Table 10 shows, R&D intensity is positive and statistically significant in each regression. None of the other variables (with the exception of profitability) is statistically significant. Results remain the same when we control for various dimensions of corporate governance, with none of the corporate governance variables being statistically significant.
We then test the effect of the need for firm-specific human capital on the relation between performance and labor-friendliness by estimating regressions that include an additional term interacting the labor-friendliness and R&D intensity dummy variables. If R&D-intensive firms benefit more from creating a worker-friendly environment, then the interaction term should be positive and statistically significant.
As Table 11 shows, the interaction term is positive and significant at the 1% level in the regression for Tobin's q. In contrast, the baseline labor-friendliness variable itself is only marginally significant. Similarly, the interaction term is positive and significant at the 1% level in the regression for return on assets but the main effect, while also positive, is not statistically distinguishable from zero. Only in the productivity regressions is the interaction term not significant, although it remains positive in both regressions. Overall, these results suggest that R&D-intensive firms, whose success depends more on the ability to attract and retain high quality human capital, tend to benefit more from laborfriendly practices. This is analogous to Fisman, Heal, and Nair (2005) who find that community-oriented socially responsible behavior mainly benefits firms in competitive product markets where success crucially depends on a favorable public image.
Possible managerial self-interest motives
Management may pursue labor-friendly practices to protect its self-interest. In this section, we examine this possibility by analyzing the impact of labor-friendly practices on excess managerial compensation and forced executive turnover.
Excess managerial compensation
We define three measures of compensation: salary, cash compensation, and total compensation. Cash compensation is the sum of salary and bonus, while total compensation includes salary, bonus, the value of stock options and restricted stock granted during the year, long-term incentive payouts, and other miscellaneous annual compensation amounts. for control firms. However, labor-friendly CEOs enjoy a higher level of excess total compensation than CEOs at comparable firms. On average, they receive $3.57 million (median of $6,030) in excess total compensation, compared to $1.51 million (median of -$818,000) for CEOs at control firms. While the differences are statistically significant at the 10% level, we think it is more probable that they reflect the superior market performance of the Best Companies, since total compensation includes the value of stock option and restricted stock grants, both of which depend significantly on the firm's market performance.
We recognize that other factors may affect excess CEO compensation. In particular, it is plausible that the CEO's ability to secure excessive compensation depends on the strength of the firm's monitoring mechanisms. Core, Holthausen, and Larcker (1999) show that the level of CEO compensation is significantly related to board of director characteristics and ownership structure. Therefore, we estimate regressions controlling for variables related to the firm's corporate governance structure, including board size, board composition, CEO duality, the number of external boards on which the CEO serves, CEO equity ownership, and CEO age. Each regression also controls for firm size, leverage, and performance (as measured by Tobin's q) as well as industry and year dummies. Results are presented in Panel B of Table 12 .
As the first column shows, the labor-friendliness variable is negative but statistically insignificant in the regression for excess salary. The second and third columns show similar results for cash compensation and total compensation. Thus, after controlling for the strength of internal monitoring and other firm-and CEO-specific characteristics, the evidence suggests that labor-friendly CEOs do not enjoy excessive compensation. If anything, it appears that these CEOs extract lower rent than their peers at comparable firms.
Forced executive turnover
We Of the 26 forced turnovers, 12 occurred at labor-friendly firms, while 14 occurred at control firms. This translates into forced turnover rates of 20% for labor-friendly firms and 22% for control firms. The difference is not statistically significant at conventional levels, with a p-value of 0.73. Thus, it does not appear that labor-friendly practices confer any significant job protection benefit on the CEO.
We understand that other factors have been shown to affect the likelihood of forced executive turnover. However, we do not believe that meaningful regression analysis can be performed with a forced turnover sample of only 26 firms. Moreover,
given the nearly even split in the forced turnover sample between labor-friendly and control firms, it is unlikely that multiple regression analysis will provide significant value-added in this instance. Thus, we limit our analysis to the univariate comparison of relative frequencies.
Our excess compensation and forced turnover results suggest that top management derives no significant pecuniary benefits from engaging in labor-friendly activities, either in the form of job protection or excessive managerial rent extraction.
This complements our earlier findings and lends additional support to the hypothesis that these practices are rationally adopted to enhance shareholder wealth, rather than as a means of satisfying managerial self-interest motives.
Conclusions
We focus on firms selected by Fortune magazine as the 100 Best Companies to Work for in America between 1998 and 2004 to understand how a labor-friendly corporate environment affects shareholder outcomes. We find significantly positive announcement returns, suggesting that the market values corporate concern for workers.
We also find that companies selected for the list subsequently outperform comparable firms in terms of productivity, profitability, and value creation. Thus, it appears that the positive announcement returns capitalize subsequently higher operating profitability as well as superior productivity. We obtain similar results using an independent sample based on the SOCRATES database supplied by KLD Research & Analytics.
Our results also suggest that firms rationally engage in labor-friendly practices.
We find that R&D-intensive firms are more likely to be labor-friendly and that the benefits of showing concern accrue mostly to these firms. We do not find that top management derives significant personal benefits from labor-friendly practices. Rather, we find that these CEOs do not extract excessive compensation from their firms and that they are just as likely to be forced out as their peers at similar firms. We interpret our results as consistent with a genuine concern for employees translating into higher productivity and profitability, which in turn facilitate value creation. Tobin's q is the market value of common equity plus the book values of preferred equity and long-term debt divided by the book value of assets. Return on Assets is the ratio of operating income to total assets. Employee Productivity is the natural logarithm of net sales per employee. Total Factor Productivity is the residual of annual industry-specific Cobb-Douglas production functions estimated for each 2-digit SIC industry group. Statistical significance at the 1% level is indicated by ***. Firm Size is the natural logarithm of total assets. Leverage is the ratio of long-term debt to total assets. Capex is the ratio of capital expenditures to total assets. Board Size is the number of directors. Board Independence is the fraction of independent directors. CEO Ownership is the fraction of shares owned by the chief executive officer. CEO Duality equals one when the CEO also serves as board chairman, zero otherwise. P-values are provided in parentheses under parameter estimates. Levels of significance are indicated by ***, **, and * for 1%, 5%, and 10%, respectively. Leverage is the ratio of long-term debt to total assets. Capex is the ratio of capital expenditures to total assets. Classified Board equals one when directors are elected to staggered terms, zero otherwise. Board Size is the number of directors. Board Independence is the fraction of independent directors. CEO Ownership is the fraction of shares owned by the chief executive officer. CEO Duality equals one when the CEO also serves as board chairman, zero otherwise. P-values are provided in parentheses under parameter estimates. Levels of significance are indicated by ***, **, and * for 1%, 5%, and 10%, respectively. Tobin's q is the market value of common equity plus the book values of preferred equity and long-term debt divided by the book value of assets. ROA is the ratio of operating income to total assets. SLE is the natural logarithm of net sales per employee. TFP is the residual of annual industry-specific Cobb-Douglas production functions estimated for each 2-digit SIC industry group. Best Companies equals one for firms listed on Fortune magazine's 100 Best Companies to Work for in America between 1998 and 2004, zero otherwise. R&D equals one for firms with research and development expenditures (as a percentage of total assets) higher than the sample median, zero otherwise. Firm Size is the natural logarithm of total assets. Leverage is the ratio of long-term debt to total assets. Capex is the ratio of capital expenditures to total assets. Classified Board equals one when directors are elected to staggered terms, zero otherwise. Board Size is the number of directors. Board Independence is the fraction of independent directors. CEO Ownership is the fraction of shares owned by the chief executive officer. CEO Duality is a dummy variable, which equals one when the CEO also serves as board chairman, zero otherwise. Robust p-values are provided in parentheses under parameter estimates. Levels of significance are indicated by ***, **, and * for 1%, 5%, and 10%, respectively. CEO Ownership is the fraction of shares owned by the chief executive officer. Firm Size is the natural logarithm of total assets. Leverage is the ratio of long-term debt to total assets. Firm Performance is Tobin's q, calculated as the market value of common equity plus the book values of preferred equity and long-term debt divided by the book value of assets. P-values based on robust standard errors are provided in parentheses under parameter estimates. Levels of significance are indicated by ***, **, and * for 1%, 5%, and 10%, respectively. 
A: Employee Productivity
